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SUIIIIARY

The existing price cap plan for local exchange carriers

("LECs") was a step in the right direction, and has been an

i~rove..nt over traditional rate of return regulation for

consuaers and LECs alike. Nonetheles., iaprovements are needed

to duplicate more fully the incentive. and benefits of a

coapetitive market, and to provide LEC. the flexibility they need

to coapete in a rapidly changing environment. These changes will

pro.ate economically efficient investment in the nation's

infrastructure, deliver consumers the benefits of true

coapetition, and establish regulatory parity between direct

competitors.

since the current price cap plan was adopted, the

teleco..unications landscape has undergone dramatic changes.

Previously distinct industries are converging, and competition is

intensifying. Nowhere are these trend. more apparent than in the

interstate access business, where technological change has driven

competitive entry from a host of new providers -- entry that the

COBaission itself has strongly promoted. The change has been so

profound that more than two-thirds of the demand for high

capacity access in Bell Atlantic's region comes from areas that

are already served by competing providers. other services are or

soon will be equally competitive.

This environment demands a flexible regulatory

structure that can adapt to these rapidly changing conditions

during the transition to a fully competitive market. While
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regulation is always a second best alternative to competition, it

nonethele.s i. critical to duplicate the incentives and benefits

of a competitive market to the fullest extent possible. With a

plethora of alternative investaent opportunities available, LECs

need the incentives that a competitive market would provide to

make econoaically efficient investaents in an advanced

infrastructure. And with competitive pressures steadily

increasing, LEe. need the flexibility to compete on even teras

and to introduce new and innovative services. Only then will

they be able to deliver the full benefits of the information age

to consumers.

The current price cap plan does not provide these sa..

benefits. The current plan retains vestige. of rate of return

regulation that present all the pitfalls of a cost plus system of

qovernaent contracting. It blunts efficiency incentives and

forestalls economically efficient investment. The current plan

also incorporates intrusive and redundant requlatory controls

that deny LECs the flexibility they need to compete and inhibit

the introduction of innovative new services. Ironically, the

.cst competitive services are SUbject to the most extensive

constraints. As a reSUlt, it denies consumers the benefits that

would result from a system that accurately duplicates the

incentives of a competitive market.

The solution to these problems is four-fold. First,

reaaining elements of rate of return regulation must be

eliainated. This means abolishing the sharing and lower-bound
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adjustment .echanis.. , and permitting LECs to adopt market driven

depreciation practices. This will give LECs the incentives to

.ake economically efficient investments, while placing the risk

of these investments squarely on the shoulders of shareholders.

It is the sa.e approach the Commission has already adopted both

for AT'T and for the cable TV companie••

second, the productivity offset .ust be brought into

line with the average productivity difterential historically

experienced by the industry. As de.onstrated by a direct .easure

of LEC total factor productivity growth in the period since

divestiture, the current offset is roughly double historical

experience. The year-over-year price reductions required by this

offset have forced LECs to aggressively cut costs in an effort to

keep pace. During the initial period of price cap regulation,

LECs did so by squeezing out inefficiencies during the transition

from rate of return regulation. This resulted in the loss of

thousands of jobs. But by the end of four full years of price

cap regulation, these inefficiencies will have been wrung out.

The same rate of cost reductions cannot be sustained in the

future, and the artificially high productivity differential in

the current plan cannot be achieved over the long term. On the

contrary, LEC productivity growth will likely decline in the

y.ars ahead as co.petition intensifies and business is lost to

other providers.

Third, the Commission should remove competitive, new

and discretionary services from rate and price regUlation. This
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will qive LECs the flexibility they need to compete, and create

the sa.. incentives that unrequlated caapanies have to develop

and introduce innovative new services that consumers want. To

the extent tariffs for these service. are required by the

C~unications Act, the require.ents for LECs should be identical

to those that apply to all other providers.

Fourth, qreater flexibility is needed for any service.

that remain SUbject to price cap requlation. Of particular

i.,ortance is qreater pricinq flexibility to respond to

incre.sinq competition, and the elimination of archaic requlatory

obstacles to the introduction of new services such as the Part 69

waiver process and burdensome tariff filinq requirements.

In addition, the Commission should eliminate the

artificial incentive that currently exists for AT&T to use non­

LEC access providers by mandatinq equal treatment of access

charqe reductions from LECs and all other providers.

-iv-
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The existing price cap plan for local exchange carriers

("LECs") was a step in the right direction, and has been an

i.proveaent over traditional rate of return regulation for

consu.ers and LECs alike. Nonetheless, iaprovelllents are needed

to duplicate more fully the incentives and benefits of a

caapetitive aarket, and to provide LECs the flexibility they need

to co.pete in a rapidly changing environment. These improve..nts

will promote economically efficient investment in the nation's

infrastructure, deliver consumers the benefits of true

co.petition, and establish regulatory parity between direct

co.petitors.

Specifically, the co..ission should a) eliminate the

sharing and the lower-bound adjustment mechanisms in the current
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plan and permit LEes to adopt market based depreciation

practices, b) adopt a corrected productivity offset aore in line

with past experience and future potential, c) remove coapetitive,

new and discretionary services from price regulation, d)

streamline the regulatory scheme for services still subject to

price caps, and e) require AT'T to give equal treatment to access

charge reductions from all providers.

I. Experience Shows That Price Capa Work, But Improv_nts
Are Needed To Adapt To Changing Condition,

Experience under the limited plan now in effect prove,

that price caps work. Prices for interstate services have

declined in both noainal and inflation adjusted terms,2 and price

cap LEes have pressed ahead with the deplOYment of new

technologies that will provide the foundation for an advanced

infrastructure. 3 The result has been more efficient and high

2 PricI eu P,rforunce Rayi. for Local Exchange
CArrier., CC Dkt 94-1, MPRN, , 25 (reI. Peb. 16, 1994). Bell
Atlantic alone will have reduced pric.. by $1 billion in real,
inflation adjusted tera. as a result of the productivity offset
and pricing below its cap during the first four years of price
caps. ~ Bell Atlantic Annual Access Filings.

NPRM at '29. In Bell Atlantic's cas., for example,
the nuaber of aile. of fiber deployed during the fir.t three
years of price caps (1.1 million) wa. twice the amount deployed
during all prior periods combined (.5 .illion). (Source: ARMIS
Data). Also, the line. equipped with digital .witching increased
frca 48.3 to 70' by the end of 1993 (the first Bell Atlantic
state to reach 100' was West Virginia with pure price caps at the
.tat, level), the availability of ISDN .ervice increased froa 36'
to virtually 100' under Bell Atlantic's ISDN-Anywhere plan, and
the lines equipped with S87 increased from 85.3 to 97.5' by the
end of 1993. (Source: ARMIS Data' 1993 Estimates).
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quality telephone service,4 the introduction of new or improved

services based on these technologie.,5 and increased telephone

penetration.' The broader effect on the u.s. economy as a whole

ha. been increased economic efficiency and growth.

But while this experience show. that the existing plan

wa. a step in the right direction, the telecoamunications

land.cape is changing rapidly. Previously distinct industries

and technologies are converging, and competition is

intensifying. 7 Not surprisingly, this competition is stronge.t

for the services that are most profitable, many of which are

4 NPaM at '27. For Bell Atlantic, .ervice quality
....ured in teras of in.tallation ea-ait.&nt...t has remained at
nearly 100' while in.tallation interval. declined, and
re.idential service quality ca.plaint••teadily decreased froa
19.9 per .illion lines in early 1991 to 8.4 at the end of 1993.
(Source: ARMIS Data).

5 Of the 200 new service filings under price caps, ...
NPRM at , 29, 8ell Atlantic alone made 35.

6 NPRM at '29. For the .even Bell Atlantic states,
penetration increased fro. 93.6 in 1990 to 95' in the most r.c.nt
quarter; the large.t increase was in West Virginia under pure
price caps. Coapart Telephone Subegribtrabip in the u.s. at 14
(r.l. Feb. 1991) ~ iQ. at 13 (reI. Mar. 17, 1994).

7 NPRM at , 2 ("Within the la.t f.w y.ars we have
witne••ed draaatic changes in telecc.aunications technology and
..rk.t••••• "); st.t. of Reed E. Hundt betor. House Appr.
Subco..itt•• at 8 (Apr. 18, 1994) ("We are witnessing an
.volution of convergence of network. and ..rk.ts •••• [a] range of
ca.pani.s, once segregated by product or .ervice, will soon
ca.pet. to provide voic., data, and video services."); st.t. of
Reed E. Hundt before Senate Appr. Subco..ittee at 4 (Apr. 28,
1994) ("The t.lephone company of yeterday was thought to be a
cla••ic, natural .onoPOly•••• T.chnoloqyand .nterprise have
shatt.r.d this preconception. The t.lephone company of today
faces competition as well as being a source of it.").

-3-



priced high to off.et other rates that are kept artificially low

for public policy reasons. s

Nowhere are the.e trends .er. appar.nt than in the ca..

of interstate acce•• services, where the commis.ion itself is

actively fostering competition. 9 coapetitive acc.ss provider.

("CAPs") already serve virtually ev.ry ..jor business center,W

and are expanding into the local exchang•• 11 Cable companies are

.eving aggressively into the access business, often in

coabination with local telephone companies such as Bell Canada,

8 iaa,~, Robert G. Harris, Icgng.ic Benefits of LlC
Price Cap Retgnw at 8-11 & App. B (Kay 9, 1994) ("Harris study")
(filed in support of USTA in this proc.eding).

9 NPRN at , 22; ... AlaR 'YR'p4td Int.rconnection With
LpcIl Tel.phqQl ce=e-nX lACiliti.., 7 lCe Red 7740, , 1 (19'2)
(.pecial access deci.ion "will gr.atly incr.... the scope of
int.rstate Access caapetition, ~vinq the t.lecommunicAtions
industry closer to a fully competitive .nvironaent")i 14., 8 FCC
Red 7374, , 1 (1993) (switched ACC". decision will "bring the
ben.fits of .nhanced coapetition in th. int.rstate acc.ss mark.t
to fruition by requiring expanded interconnection for switched
transport services").

10 Nationally, th.re are now 45 separately managed CAPs
.erving approxiaat.ly 80 U.S. citi_ including All the tap 25
aetropolitan statistical areas. Huber, P., Th' Enduring Mytb Of
The Local Bottlenlck (Mar. 14, 1994) ("Huber Study"). Likewise,
in Bell Atlantic's seven state region, CAPs now operate in every
state and in every -ajor urban busine.s center. Affidavit of
Richard E. Bevill. at , 5 ("Beville Aff.") (attached).

11 Metropolitan Fiber Syst_ ("JIIlPS"), for exaaple, sought
and was granted authority to provide local .xchange service to
bu.inesses located throughout the state of Maryland. a.a Order
No. 71155, ARP;liCAtion of MFS IntelM'; Af "aland. Inc. for
AMthprity tg Prgyide And Re.ell Loga;l IKebana' and Int.rexcbanga
TAltpbone Service, Case No. 8584 (Md. PSC Apr. 25, 1994). MFS
hA. similar applications pending in other states. Beville Aff.
at , 7a.

-4-



co.petitive.

the demand for high capacity access in Bell Atlantic's region

ca.es from areas that are already served by competing

providersi l6 other services are or soon will be equally

-5-

Beville Aff. at , 34i ... AlaQ Huber study at 21.
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us We.t, or Southwe.tern Bell. 12 In fact, cable companies now

control over 50 percent of competitive acce•• revenue•• 13 Lonq

distance providers are doing likewise, both directly, 14 and

through alliances with a host of wireless and wireline

ca.petitors ranginq from McCaw and Nextel to British Teleco. and

Jones Intercable. ls The result is that more than two-thirds of

12 Bell Canada purchased 30' of Jones Intercable, and
plana to "expand into wireline local eXchange co..unications and
broader teleco..unications services." "Jones Intercable, Inc.
and BCE Teleco. Int'l Announce strategic Relationship," Pre••
Rel...e, Dec. 2, 1993 at 2. US Weat invested $2.5 billion in
Ti.. Warner, and the two plan to upgrade Ti.. Warner's cable
systeas to bypass Lies. Fabrikant, "US weat will Buy Into Ti..
warner," New York TiMs at A1 (May 17, 1993). Southwe.tern Bell
bought 100' of the cable syste•••ervinq two Washington, D.C.
suburbs where it also provides cellular .ervice.

Huber study at 22.

W Mel plans to enter 20 top U.S • .arkets, and to directly
link local traffic to its long distance network. Keller, "MCI
Proposes a $20 Billion Capital project," Wall st. J., Jan. 5,
1994 at A3.

AT'T has proposed to pay nearly $17.5 billion for
McCaw, the nation's largest cellular carrier. iAa Huber study at
32-33. MCI, which is now 2Q' owned by British Telecom, has
announced a joint experiment to te.t local phone service in
Alexandria, Virginia with Jone. Intercable. 14. at 27. MCI also
plans to pay $1.3 billion for a stake in Nextel, which is
developing a nationwide digital wirele•• system, and has
organized a con.ortium with cable coapanies and CAPs to build a
nationwide wireless system. Id. at 33.
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This environaent deaands a flexible regulatory

structure that can adapt to these rapidly changing conditions

during the transition to a fUlly coapetitive aarket. While

regulation is always a second best alternative to competition, it

nonetheless is critical that it duplicate the incentives and

benefits of a competitive market to the full.st extent

possible. 17 The current price cap plan no longer fills the

bill.

II. The current Plan Should Be Modified To Duplicate The
Inyestment Incentiyes Of A Coapetitiye Market

While LECs have deployed many new technologies in

their networks, billions of dollars of additional investment will

be needed to complete deployment of an advanced information

infrastructure. with a plethora of alternative investment

opportunities available and competitors making new inroads every

day, LEes need the same incentives that a competitive market

would provide to make economically efficient investments in the

infrastructure. II This investment, in turn, will spur economic

stat. of Reed E. Hundt before Senate Appr. Subco_itte.
at 4 (Apr. 28, 1994) (MWe exercise regulatory supervision••• in
order to replicate, as nearly as possible, the results that a
competitive aarket would produce. M).

II Harris Aff. at 15, 18, 25; _ A.1.I.Q Larry F. Darby,
Price Cap ..tora. FiDlnci.1 Incentiv.. and EXchange Carrier
Inyaatment at 2-3, 15-23 (May 9, 1994) (SUbmitted on behalf of
USTA in this proceeding) (MDarby StudyM).
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development and growth and produce significant benefits for the

economy as a whole. 19

The current price cap plan, however, retains vestiqe.

of • rate of return regulatory sch... froa a bygone era; it al.o

includes a productivity offset that is rouqhly double the

productivity growth that the industry historically experienced or

could hope to achieve going forward. These aspects of the

current plan blunt efficiency incentives and forestall

economically efficient investment.

A. The co..ission Should Replace The Sharing and
Lower-Bound Adjust.ent "chanis.. With Pure Price
Caps and Adopt Market-las" Depreciation Polici..

The sharing and lower-bound adjustment mechanis.. are

holdovers from rate of return regulation; they were adopted

solely as a safety net to protect against the possibility that

the Commission might wildly miss the mark in its first attempt to

structure a price cap plan for the LECs.~ As a result, there no

19 1.aJL,., Harris study at 2 , Att. A. A aacroeconoaic
stUdy conducted by WEFA concludes that an i.proved price cap plan
will produce a net increase of acre than half a .illion jobs
aero•• all .ectors of the economy over the next ten years, and an
incre.se in GDP in 2004 of nearly $60 billion. The WEFA Group,
Tba Economic Iapact of Revi,ing the ID~.r.tate Price Cap Foraul.
at 1-2 (May 9, 1994) (SUbmitted on behalf of USTA in this
proceeding) ("WEFA Study").

... Pgligy Ind Rule, Por Dqainant Carriers, 5 FCC Rcd
6786, , 120 (1990) ("LEC Price Cap Order").

-7-



cable companies. n

longer is any reason to retain the.e parts of the plan. 21 On the

contrary, there are strong reasons to remove the. in favor of a

pure price cap plan like the ones adopted for AT&T and for the

Fir.t, adopting a pure price cap plan'will help to

duplicate the incentive. that a co~titive aarketplace would

provide to undertake the risky inve.taent needed to deploy an

advanced infrastructure. n It will do .0 by providing LECs the

sa.. opportunity as in a competitive market to earn a return that

-8-

Harris study at 19-23.23

21 In fact, while individual LBC. fell within both the
~ring and lower bound adju8taent range., the abaring is a
function of regulatory policies that produce unreali.tically long
depreciation schedule.. If LEe. were penaitted to use the ....
depreciation practices as AT&T or the cable industry, most LEes
would not have .hared but in.tead would have baen in a PO.ition
to take advantage of the lower bound adjustaent to increase
rate.. For ex.-ple, Bell Atlantic'. 1992 earning_ using AT&T'_
co~site depreciation rate. (Fora K data) would have been only
9.3', entitling it to a rate incr.... of over $60 million under
the current plan. And using ca.po.ite depreciation rates froa
publicly traded cable companies without .ignificant non-cable
holdings, _ Paul Kagan A••ociate., Inc., The Cabl. TV Financial
Qatabook (1993), Bell Atlantic's .arning. would have been only
2.5', entitling it to an increase of over $500 million.

n ... faligy and Rul.. cQD9IlD4ng late. for Dominant
Carriers, 4 FCC Rcd 2873, tt 3, 5 (19'9) ("AT&T Price cap
Order"); Iapl...ntation of Section. of The Cable Act of 1992 ­
Bate RegulatioD, 8 FCC Red 5631, II 223-240 (1992).



is in line with the risk involved. 24 The result will be to

The Co..ission previously declined to perait LECs to
propose their own depreciation rat.s, but recoqnized that a
different result ..y be appropriate once llbarinq is eliminated.
Siaplificatioo at the Depreciation Prescription Process, 8 FCC
Red 8052, , 43 (1993).

pra.ote infrastructure investment to the ulti..te benefit of

consumers, and to produce economic developaent and growth.~ And

by eliminating the lower-bound adjust..nt, a pure price cap plan

will place the risk of this investaent squarely on the backs of

lIhareholders. 26

-9-

As a reSUlt, .LECs should be allowed to propose

Harris Aff. at 20-21; WEFA study at 1-2.

Harris Study at 20-21.

Harris Study at 21-23.

25

28

investment. 21

Second, adopting a pure price cap plan reaoves any

conceivable reason for maintaining an archaic three year

depreciation prescription process that artificially inflates LEC

earnings, and unnecessarily burdens the Commission and LECs

alike. n By producing artificially long depreciation schedules

that are out of touch with the marketplace, this process also

adds to the disincentive created by sharing to undertake new

24 In contrast, a sharing ..chariis. acts as a brake on
LEes' incentives to undertake this invest..nt by arbitrarily
li.iting the return that can be earn~ in eXchange for taking
this risk. ... Harris Study at 20. Sharing also limits the
ability of LECs to raise the capital needed to fund these
investments, since LECs must co~te for capital with unrequlated
firms and other regulated firas such as cable and AT'T that are
not limited so. Like rate of return regulation, sharing
encourages LECs to invest where they do not face the same
constraints, whether overseas or in unregulated areas.



sa.. flexibility the commission h.s qiven to cable and to

AT'T. 29

..rket-based depreciation policies u.inq their own best

••••••ment of the economic lives of th.ir as.ets. This is the

29 lagl...ni.tion of S.ctiQDI af ibt Cable Act af 1992 -
Rat.. Begulation, MM Dkt 93-215, Report and Order and FNPRM at !
133 (reI. Mar. 30, 1994) (refusinq to pre.cribe cable depre­
ciation rate. even for cost of service ca..s because it "would
i.,o.. unjustified burdens without providing a balanced
benefit"); SiBglific.tian af the ~eciatiQn Prescription
Proc••s , 8 FCC Red 8052, ! 92 (allowing AT'T to propose its own
depreciation rates SUbject only to review for reasonableness).

-10-
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Third, adoptinq a pure price cap plan ramoves any

possible concern. that LECs miqht subsidize competitive .ervic••

by shiftinq costs onto services that are le.s co.petitive.~ The

current plan qoes far toward eliminatinq the harmful incentives

produced by rate of return requlation to enqaqe in this type of

behavior. But removinq the sharinq and lower-bound adjustment

..chanisms will sever the last re.aininq link between artificial

requlatory costs and rates, and will completely eliminate any

possible incentive to do SO.31 As a result, it also eliminat.s

the need for arbitrary and economically inefficient cost

allocation schemes that burden requlators and LECs alike.

Fourth, adoptinq a pure price cap plan for LECs will

prowote competitive parity. Both AT'T and cable companies are

SUbject to pure price caps, while other competitors such as MCl
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Finally, LEes should be required to make a one tiae

continue to be regulated, parity of regulatory treatment is

critical to avoid artificially favoring or handicapping one ov.r

the other.»

Harri. study at 8-11i Darby Study at 2-3.

NPRM at , 99.

n

»

34

and CAPs are fr.e of any price regulation. With the rapid

convergence of pr.viously .eparate industrie., th••e co.pani••

will increa.ingly coapet. with one anoth.r -- both in the

conauaer market and in capital market. wh.r. they coapete for

inv.stor dollars. n To the extent 80.. of these competitor.

election at the start of a price cap plan that extends for a

period of five or sore years.~ Making the plan optional will

help to avoid the constitutional concerns a mandatory plan would

rai.e,~ and a proPerly structured mUlti-year plan will provide

lWU1eeeatation of SeotiAD' ot \b4 1992 Cable Act - Bate
BegulatioD, JIll Dkt 92-266, 2d Ord.r on ..can., 4th Report and
Ord.r, and 5th NP" at , 24 (reI. Mar. 30, 1994) ("aa the cable
and telephone indu.tries converge, it ia important to treat them
with as much regulatory parity as poa.ible").

A mandatory price cap plan with no lower bound
adju.tment would rai.. con.titutional conc.rn. to the extent it
r ••ulta in rates that do not provide a reasonable return. '" y.
'AR' BaturaI Gaa Co., 320 U.S. 591, 602 (1944). Th. Co..i ••ion
ha. concluded that making such a plan optional addr..... the..
conc.rns. JH I.l.entation of MAtiMa of the 1992 Cabl. Act ­
Bate Regulation, MM Dkt 92-266, 2d Order on Recon., 4th Report
and Order, and 5th NPRM at , 162, n.213.



creates.

B. The co_ission Should Ileject Atteapts To ReiJlPO"
other Aspects Of Bate Of Baturn Regulation

LBC. the regulatory certainty they ne.d to .ake 10nq term

inve.taent decisions.~

... KPRM at , 46.~

The messaqe to LECs would be that unsuccessful efforts to

innovate and become more efficient will be rewarded with hiqher

rates, while successful efforts will be punished by

regulatory attempts to recapture the benefits with reduced

rate.. In short, this effectively .eans a full scale return to

rate of return requ1ation and all the harmful incentives it

The co..ission also should reject atte.pts to reiapose

other aSPects of rate of return regulation.

In particular, inc1udinq a one-ti.. price adjustaent or

exaaination of LEC earninqs as part of the current review is

inappropriate.~ Any action based on LEC costs or earninqs would

de.troy the very incentives that price caps seek to create.~

~ Harri. study at 30-31. certainty in the requlatory
environment is critical to LECs and their comPetitors alike if
they are to accept the siqnificant -.rket risk involved in
investinq in an advanced infrastructures. 14. It also is
critical to provide the stability they need to pursue educational
and other public policy initiatives, for exa~le by findinq way.
to ensure that schools and c1assroo.s are connected to the
advanced inforaation infrastructure.

38 Harris study at 30-31; MDA, Igono.ic Perforvnc;e of
tba LEe Price CAp Plan at 25-28 (subaitted in support of USTA in
this proceedinq) ("NERA study").
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C. The Commission Should Adopt A Corrected
Productivity Offset

The productivity offset of J.J percent included in the

current plan SUbstantially exceeds the productivity gains

historically experienced by the indu.try.~ The year-over-year

HERA Study at 25-28.

lJi.

39

~

42

Likewise, adjusting prices for changes in interest

rate. would be a step backward toward cost of service regulation,

and should be rejected out of hand. 39 Moreover, such an

adjust.ent would serve no purpose. .The inflation adjustment and

productivity offset already serve to adjust for overall cost

chanqe. on an ongqing basis, including interest costs.~ A. a

reSUlt, the effect of adding a separate ongoing adjustaent factor

for interest costs would be to double count these costs, and to

skew the efficiency incentives from price caps.41

41 14. In contrast to an ongoing adjustaent, a one ti..
adjustment would unfairly reward or penalize LIC'. by lockinq in
interest rates at a single point in ti... Interest rates are
cyclical, as the recent upturn in rates deaonstrates. Vogel,
"Investors Are Shrouded in Interest-Rate Gloom: Jobs Report Seen
Proaptinq New Fed Action,· The 'all street Journal at C1 (May 9,
1994). Locking in current rates would unfairly penalize LECs a.
rate. increase in the future.

The current offset is cOJIPQsed of two parts: An
..ti..te of historical LEC productivity growth of 2.8' and an
added consuaar dividend of .5'. The 2.8' historical estiaate w.s
based on a pair of stUdies, one lonq tera and one short, that
atteapted to indirectly esti..te LEe productivity based on
incoaplete data. LEe Price Cap Order at 67-98. Because the
Ca.aission concluded that neither of those partiCUlar studies was
an adequate basis to set an offset, it selected a number at the
.idpoint of the range between the two estiaates. 14.



price reductions required by this offset have forced LECs to

agqre.sively cut co.ts in an effort to keep pace. During the

initial period of price cap regUlation, LEC. did so by wringing

out any inefficiencies left over fro. rate of return regulation.

The result has been the loss of thou.and. of jobs.

This high rate of productivity growth cannot be

achieved over the long tarm. After four full years under price

capa, any historical inefficiencies will have been squeezed out

of the business and work forces will have been pared back. As a

reSUlt, the saae rate of cost reductions cannot be sustained in

the future. Under these circumstances, maintaining an overly

aggressive productivity offset risks forcing LECs to cut costs

below efficient levels, and will neqate the investment incentive.

provided by price caps.~ In contrast, adopting a acre realistic

offset will promote infrastructure development and a continued

high quality of service.~

At a minimum, therefore, the Commission should adopt an

off.et aore in line with the long term average of the total

factor productivity growth historically experienced by the

Harris Aff. at 25.

14. The Commission has correctly held that a
productivity offaet "should not be changed either to recapture
all profits, or to increase relatively low profits
retroactively." aa. AT'T Price Cap Review Order, 8 FCC Rod 6968,
at '21. Here, in contrast, the offset wa. set incorrectly
initially; a fact that should be corrected for by bringing it
aore into line with historical experience.

-14-



indu.try.~As Dr. Christensen demon.trate., the average post­

dive.titure differential between the total factor productivity

growth of the LEC. and the u.s. econo.y is 1.7 percent.~ Even

this nuaber, however, likely over.tates the potential for future

LEC productivity gains and should be the absolute ceiling for any

off.et adopted here.

In fact, there are strong reasons to believe that

future productivity growth will decline. First, increasing

ca.petition will act as a drag on productivity; this is true

because the loss of business to competitors reduces output.~

Second, the services that historically were most productive are

now SUbject to the .ost competition. As these services are

re.oved fro. regulation or lost to co.petition, the reduction in

overall productivity for those services that remain subject to

regulation will be magnified."

~ As the co..ission itself has previously recognized,
"total factor productivity" is the "superior productivity
..asure," ... AT&T Price Cap Order at 2979, and a long term
average avoids the swings in productivity that occur over shorter
periods, J.d. at 2990. Indeed, as Drs. Taylor and Christensen
deaonstrate, this is the~ way to ..asure productivity for
this purpose. HERA study at 18; Lauritis R. Christensen, et al.,
Productivity of the Local Telephone QRarating CORpanies (May 3,
1994) (SUbmitted in support of USTA in this proceeding).

~ Christensen study at ii, 2. The Co..ission also has
recOCjnized that the ..asure on Which to bas. an offset is the
differential between the industry's rate of productivity growth
and that of the u.s. economy as a whole. AT&T Price Cap Order at
1987, 1989.

~ As Dr. Christensen shOWS, LEes experience econo.ies of
density, and a loss of business or custo..rs will directly reduce
productivity growth. Christensen study at v, 14.

~.
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This also aeans that going forward the Commission

ahould eli.inate ~e one-half of a percent consumer dividend that

was tacked on to its own previous best estiaate of LEC

productivity. The dividend was intended to "challenge" LECs to

i~rove their productivity by eli.inating historical

inefficiencies during the transition froa rate of return

requlation. 8 But LECs have now done so, and customers will

continue to receive the benefit of the lower rates that

resulted.~ As a result, the dividend can no longer be

justified, and is counterproductive to the extent it produces an

offset inflated above the historical average.

Finally, a more reasonable offset will promote parity

with the cable industry since the Coaaission recently proposed a

coaparable offset of 2 percent for cable. n In no event,

however, could the Commission adopt an offset for LECs,that is

higher than the offset Ultimately adopted for cable. Because

• Policy ADd BuIes Concerning Bates for Dominant
CarrierS, 3 FCC Rcd 3195, , 386 (1988).

~ During the first four ye.rs of price caps, the cons~r
dividend will produce total rate reductions of approxi.ately $560
.illion nationwide. The total going forward annual impact of the
consuaer dividend embedded in rates will be $611 million. a.­
Price Cap LEes' Annual Filings 1990-94.

1M IWjpI_ntation of se~iQDs of the 1992 CAble Act ­
late Regulation, MM Dkt 93-215, Report and Order and FNPRM at ,
314-315 (reI. Mar. 30, 1994).
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cable has deployed tewer productivity-enhancing technologies

(such as digital switching and tiber optics), its potential for

tuture productivity gains is much qrea~er than the LECs. n As a

result, to the extent the offsets for th..e two industries

ditfer, the offset for cable must be higher.

D. The Ca.aission Should Bliainate The separate
Carrier Cowaon Line Adjuat-ent roraula

The current plan should be si~liti.d by eliainating

the separate coaaon line adjustment formula, and treating the

ca.aon line basket the same as any other.

When the current price cap plan was adopted, a separate

ca.aon line adjustment formula was inclUded because of concerns

that LECs had only limited ability to influence the growth in

co..on line de.and. 53 The formula incorporated an additional

productivity factor known as little "g" representing the growth

in minutes of use per access line.~ The intent was to return 50

Harris study at 28. Likewi.., AT'T also should be
expected to experience higher productivity gains than the LECs.
This is true in part because long-haul service is le.s labor
intensive than a local delivery .ervice like the exchange and
exchange access business, and the deployaent of new technologies
will have a correspondingly greater i.,.et on AT'T'. overall
productivity. It also i. true because AT'T ha. large amounts of
exees. capacity and fewer non-traffic sensitive cost. than the
LEC., which create. the potential for higher rates of
productivity growth.

LEC Price Cap Order at " 69, 73.

~.
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percent of this growth to the carriers that pay the common line

rate in the fora of lower rates."

Unlike the productivity esti..te. relied on when the

current plan was adopted, however, the total factor productivity

.tudy conducted by Dr. Christensen already incorporates the

effects of little "g."~ Moreover, the co.aon line formula doe.

not work a. intended, but actually returns sub.tantially more

than half the growth in common line deaand to carriers in lower

rates.~ Under these circumstances, the additional complexity

and burden created by the separate common line formula are

unnec.ssary, and it should be eli.inated.~

III. The CUrrent Plan Should Be Iaproved To Provide LEes
With Greater Flexibility To Cqapetl In The Marketplace

As competitive pressures steadily increase, it is

critical for LECsto have sUfficient flexibility to compete on

even terms with other providers and to introduce new and

LEe Price Cap Order II 69, 73.

Christensen study at 3; HERA study at iii.

~ In Bell Atlantic's case alone, the cuaulative reduction
in rates in exces. of the 50' that wa. intended to be returned
will be over $70 million during the first four years of price
caps. (Calculated based on data from Bell Atlantic Annual
Filings).

~ This ...ns that all the rates in the common line basket
would be set using an actual price index, except that subscriber
line charges would continue to be capped at $3.50 and $6.00,
resPectively.
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innovative .ervic.s. B Only tben will con.umers receive tbe full

benefit. of tb. information age.

The curr.nt plan, bow.v.r, incorporat•• intru.iv. and

redundant regulatory controls tbat were typical of rate of r.turn

regulatory .cb.... of old. A. a re.ult, the curr.nt plan d.nie.

LBC. tb. flexibility tb.y need to co~t. and inhibits tb.

introduction of innovative new .ervic•• ; it al.o denies con.uaer.

the benefit. tbat would result. And by causing LECs to lose

busin.ss even when tbey are tbe more efficient provider, it will

j.opardize univ.rsal service objectives to an increasing degree

a. competition intensifies.

A. The Co.-i••ion Should Reaove Competitive Service.
rroa Regulation

Even in its best form, regulation is a second-be.t

alternative to tbe disciplines of a competitive marketplace. In

areas where competition exists, continued regulation is

unnece.sary and counterproductive.~ The current plan, bowev.r,

bas matters precisely backwards. It subjects tbe most

B Jaa stat. of Reed E. Hundt before tbe Senate Co...rce
Ca.aitte. at 14 ("a. competition incr....., the incumbent
telephone ca.panie. will require pricing flexibility to re.POnd
to competitive offerings").

MPRM , 92 ("[RJequlatory conatraints ••• becoae
unnece••ary or counterproductive wnen ..rket forces generated by
ca.patition effectively as.ure reaaonable ••• rate•• "), ide ("Rate
regulation in the.e circumstances ..y iaPede the incumbent
carrier's ability to compete viqorously rather than protecting
con.uaers.").
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